
Test Your Knowledge 


The financial pages of the Wall Street Journal and other newspapers report spot 
and forward exchange rates for key currencies. Find the appropriate table in the 
Journal or other source and see if you can tell which countries have interest rates 
above or below levels prevailing in the U.S. 

In essence, you need to be able to apply the formula of footnote 1 on p . 140.3. 
For example, suppose the spot rate for the British pound is $1.6872 and the 90-day 
forward rate is $1.6605. Compute the ratio of the spot rate to the forward rate and 
raise it to the fourth power: 

(1. 6872/1. 6605) 4 = 1.066 

Since 1.066 = (l + r 0 K )/(l + rus ) , British interest rates exceed U.S. rates. 

Note that 6.6 will slightly understate the absolute rate difference in 
percentage points in this example. Suppose that the U.S. annualized 90-day interest 
rate was 5%. Then the predicted U.K. rate would be 11.9% (1.05 x 1.066 = 1.119) . 
So the interest rate gap is 6.9 percentage points. 

Question: If you were given the above information on the final exam, could you 


have worked out the answer? 



